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Preface 


A Note from Frederic Mishkin 


When I took leave from Columbia University in September 2006 to take a position as 
a member (governor) of the Board of Governors of the Federal Reserve System, I 
never imagined how exciting—and stressful—the job was likely to be. How was I to 
know that, as Alan Greenspan put it, the world economy would be hit by a “once-in- 
a-century credit tsunami," the global financial crisis of 2007-2009? When I returned 
to Columbia in September 2008, the financial crisis had reached a particularly viru- 
lent stage, with credit markets completely frozen and some of our largest financial 
institutions in very deep trouble. The global financial crisis, which has been the 
worst financial crisis the world has experienced since the Great Depression, has 
completely changed the nature of financial markets and institutions. 

Given what has happened, the study of financial markets and institutions has 
become particularly exciting. I hope that students reading this book will have as 
much fun learning from it as we have had in writing it. 


August 2016 


What's New in the Ninth Edition 


In addition to the expected updating of all data whenever possible, there is major 
new material in every part of the text. 


New Material on Financial Markets 
and Institutions 


In light of ongoing research and changes in financial markets and institutions, we 
have added the following material to keep the text current: 


* Anew section on hedge funds (Chapter 2) 

e An updated Mini-Case box on negative interest rates in the United States, 
Europe, and Japan (Chapter 3) 

e An updated case on explaining low interest rates in Europe, Japan, and the 
United States (Chapter 4) 

* Anew Mini-Case box on the tyranny of collateral (Chapter 7) 
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* Anew chapter on major central banks around the world, their origins, struc- 
ture, and functions (Chapter 9) 

* Anew section describing securitization and the shadow banking system 
(Chapter 19) 


New Material on Monetary Policy 


In the aftermath of the global financial crisis, there have been major changes in the way 
central banks conduct monetary policy. This has involved the following new material. 


* Anew Global box on the importance of the Bundesbank within the ECB 
(Chapter 9) 

e A new Global box on whether non-Euro Central Banks are limited by their EU 
membership (Chapter 9) 

* Anew section on how Federal Reserve actions affect reserves in the banking 
system (Chapter 10) 

e An updated section on forward guidance (Chapter 10) 

* Anew section on the policy tool, negative interest rates on bank deposits at 
central banks (Chapter 10) 


Appendices on the Web 


The Web site for this book, www.pearsonglobaleditions.com/Mishkin, has 
allowed us to retain and add new material for the book by posting content online. 
The appendices include: 


Chapter 4: Models of Asset Pricing 


Chapter 4: Applying the Asset Market Approach to a Commodity Market: The Case 
of Gold 


Chapter 4: Loanable Funds Framework 


Chapter 4: Supply and Demand in the Market for Money: The Liquidity Preference 
Framework 


Chapter 18: Banking Crises Throughout the World 
Chapter 24: More on Hedging with Financial Derivatives 


Instructors can either use these appendices in class to supplement the material 
in the textbook or recommend them to students who want to expand their knowl- 
edge of the financial markets and institutions field. 


Hallmarks 


Although this text has undergone a major revision, it retains the basic hallmarks that 
make it the best-selling textbook on financial markets and institutions. The ninth 
edition of Financial Markets and Institutions is a practical introduction to the 
workings of today's financial markets and institutions. Moving beyond the descrip- 
tions and definitions provided by other textbooks in the field, Financial Markets 
and Institutions encourages students to understand the connection between the 
theoretical concepts and their real-world applications. By enhancing students' ana- 
lytical abilities and concrete problem-solving skills, this textbook prepares students 
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for successful careers in the financial services industry or successful interactions 
with financial institutions, whatever their jobs. 

To prepare students for their future careers, Financial Markets amd 
Institutions provides the following features: 


* Aunifying analytic framework that uses a few basic principles to organize stu- 
dents' thinking. These principles include: 
Asymmetric information (agency) problems 
Conflicts of interest 
Transaction costs 
Supply and demand 
Asset market equilibrium 
Efficient markets 
Measurement and management of risk 

e "The Practicing Manager" sections include nearly 20 hands-on applications 
that emphasize the financial practitioner's approach to financial markets and 
institutions. 

* A careful step-by-step development of models enables students to master the 
material more easily. 

* Ahigh degree of flexibility allows professors to teach the course in the man- 
ner they prefer. 

* [nternational perspectives are completely integrated throughout the text. 

* "Following the Financial News" is a feature that encourages the reading of a 
financial newspaper. 

* Numerous cases increase students' interest by applying theory to real-world 
data and examples. 

* The text focuses on the impact of electronic (computer and telecommuni- 
cations) technology on the financial system. The text makes extensive use 
of the Internet with Web exercises, Web sources for charts and tables, and 
Web references in the margins. It also features special “E-Finance” boxes 
that explain how changes in technology have affected financial markets and 
institutions. 


Flexibility 


There are as many ways to teach financial markets and institutions as there are 
instructors. Thus, there is a great need to make a textbook flexible in order to satisfy 
the diverse needs of instructors, and that has been a primary objective in writing 
this book. This textbook achieves this flexibility in the following ways: 


* Core chapters provide the basic analysis used throughout the book, and other 
chapters or sections of chapters can be assigned or omitted according to 
instructor preferences. For example, Chapter 2 introduces the financial sys- 
tem and basic concepts such as transaction costs, adverse selection, and moral 
hazard. After covering Chapter 2, an instructor can decide to teach a more 
detailed treatment of financial structure and financial crises using chapters 
in Part 3 of the text, or cover specific chapters on financial markets or finan- 
cial institutions in Parts 4 or 5 of the text, or the instructor can skip these 
chapters and take any of a number of different paths. 
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* The approach to internationalizing the text using separate, marked interna- 
tional sections within chapters and separate chapters on the foreign exchange 
market and the international monetary system is comprehensive yet flexible. 
Although many instructors will teach all the international material, others will 
choose not to. Instructors who want less emphasis on international topics can 
easily skip Chapter 15 (on the foreign exchange market) and Chapter 16 (on 
the international financial system). 

* "The Practicing Manager" applications, as well as Part 7 on the management 
of financial institutions, are self-contained and so can be skipped without loss 
of continuity. Thus, an instructor wishing to teach a less managerially oriented 
course, who might want to focus on public policy issues, will have no trouble 
doing so. Alternatively, Part 7 can be taught earlier in the course, immediately 
after Chapter 17 on bank management. 


The course outlines listed next for a semester teaching schedule illustrate how 


this book can be used for courses with a different emphasis. More detailed informa- 
tion about how the text can offer flexibility in your course is available in the 
Instructor's Mamual. 


Financial markets and institutions emphasis: Chapters 1—5, 7-8, 11-13, 
17-19, and a choice of five other text chapters 

Financial markets and institutions with international emphasis: 
Chapters 1-5, 7-8, 11-13, 15-19, and a choice of three other text chapters 

Managerial emphasis: Chapters 1-5, 17-19, 23-24, and a choice of eight 
other text chapters 

Public policy emphasis: Chapters 1-5, 7-10, 17-18, and a choice of seven 
other text chapters 


Pedagogical Aids 


1. 


-1c 


A textbook must be a solid motivational tool. To this end, we have incorporated a 
wide variety of pedagogical features. 


Chapter Previews at the beginning of each chapter tell students where the 
chapter is heading, why specific topics are important, and how they relate to 
other topics in the book. 

. Cases demonstrate how the analysis in the book can be used to explain many 
important real-world situations. 

. *The Practicing Manager" is a set of special cases that introduce students to 
real-world problems that managers of financial institutions have to solve. 

. Numerical Examples guide students through solutions to financial problems 
using formulas, time lines, and calculator key strokes. 

. *Following the Financial News" boxes introduce students to relevant news 
articles and data that are reported daily in financial news sources and explain 
how to read them. 

. “Global” boxes include interesting material with an international focus. 

. “Inside the Fed" boxes give students a feel for what is important in the opera- 
tion and structure of the Federal Reserve System. 

. *E-Finance" boxes relate how changes in technology have affected financial 

markets and institutions. 


21. 
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. “Conflicts of Interest" boxes outline conflicts of interest in different financial 


service industries. 


. *Mini-Case" boxes highlight dramatic historical episodes or apply the theory 


to the data. 


. Summary Tables are useful study aids for reviewing material. 
. Key Statements are important points that are set in boldface type so that 


students can easily find them for later reference. 


. Graphs with captions, numbering over 60, help students understand the inter- 


relationship of the variables plotted and the principles of analysis. 


. Summaries at the end of each chapter list the chapter's main points. 
. Key Terms are important words or phrases that appear in boldface type 


when they are defined for the first time and are listed at the end of each 
chapter. 


. End-of-Chapter Questions help students learn the subject matter by applying 


economic concepts and feature a special class of questions that students find 
particularly relevant, titled “Predicting the Future." 


. End-of-Chapter Quantitative Problems, numbering over 250, help students 


to develop their quantitative skills. 


. Web Exercises encourage students to collect information from online sources 


or use online resources to enhance their learning experience. 


. Web Sources report the URL source of the data used to create the many tables 


and charts. 


. Marginal Web References point the student to Web sites that provide informa- 


tion or data that supplement the text material. 

Glossary at the back of the book defines all the key terms. 

Full Solutions to the Questions and Quantitative Problems appear 
in the /nstructor's Manual and on the Instructor's Resource Center at 
www.pearsonglobaleditions.com/Mishkin. Professors have the flexibility 
to share the solutions with their students as they see fit. 


Supplementary Materials 


The ninth edition of Financial Markets and Institutions includes the most com- 
prehensive program of supplementary materials of any textbook in its field. These 
items are available to qualified domestic adopters but in some cases may not be 
available to international adopters. These include the following items: 


For the Professor 


The demands for good teaching at business schools have increased dramatically in 
recent years. To meet these demands, the ninth edition of Financial Markets amd 
Institutions includes the most comprehensive program of supplementary materials 
of any textbook in its field that should make teaching the course substantially easier. 
These resources are available at www.pearsonglobaleditions.com/Mishkin. 


1. 


2. 


Instructor’s Manual: This manual, prepared by the authors, includes chap- 
ter outlines, overviews, teaching tips, and complete solutions to questions and 
problems in the text. 

PowerPoint: Prepared by John Banko (University of Florida). The presentation, 
which contains lecture notes and the complete set of figures and tables from 
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the textbook, contains more than 1,000 slides that comprehensively outline the 
major points covered in the text. 


. Test Bank: Updated and revised for the ninth edition, the Test Bank com- 


prises over 2,500 multiple-choice, true-false, and essay questions. All of the 
questions from the Test Bank are available in computerized format for use in 
the TestGen software. The TestGen software is available for both Windows and 
Macintosh systems. 


. Mishkin/Eakins Companion Website (www.pearsonglobaleditions.com 


/Mishkin) features Web chapters on financial crises in emerging economies, 
savings associations and credit unions, and another on finance companies, Web 
appendices, and links to relevant data sources and Federal Reserve Web sites. 


For the Student 


1. Mishkin/Eakins Companion Website (www.pearsonglobaleditions.com 


/Mishkin) includes Web chapters on financial crises in emerging economies, 
savings associations and credit unions, and another on finance companies, Web 
appendices, glossary flash cards, and links from the textbook. 
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Why Study Financial Markets 
and Institutions? 


» PREVIEW 


On the evening news you have just heard that the 
bond market has been booming. Does this mean that 
interest rates will fall so that it is easier for you to 
finance the purchase of a new computer system for 
your small retail business? Will the economy improve 
in the future so that it is a good time to build a new 
building or add to the one you are in? Should you try 
to raise funds by issuing stocks or bonds, or instead 
go to the bank for a loan? If you import goods from 
abroad, should you be concerned that they will 
become more expensive? 

This book provides answers to these ques- 
tions by examining how financial markets (such 
as those for bonds, stocks, and foreign exchange) 
and financial institutions (banks, insurance com- 


panies, mutual funds, and other institutions) work. 
Financial markets and institutions not only affect 
your everyday life but also involve huge flows of 
funds—trillions of dollars—throughout our economy, 
which in turn affect business profits, the produc- 
tion of goods and services, and even the economic 
well-being of countries other than the United States. 
What happens to financial markets and institutions 
is of great concern to politicians and can even have 
a major impact on elections. The study of financial 
markets and institutions will reward you with an 
understanding of many exciting issues. In this chap- 
ter we provide a road map of the book by outlining 
these exciting issues and exploring why they are 
worth studying. 
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Why Study Financial Markets? 


GO 

ONLINE 
http://research.stlouisfed 
.org/fred2/ 
The Federal Reserve Bank of 
St. Louis’ FRED database pro- 
vides access to daily, weekly, 
monthly, quarterly, and 
annual releases and historical 
data for selected interest 
rates, foreign exchange rates, 
and other economic statistics. 


Parts 2 and 5 of this book focus on financial markets, markets in which funds are 
transferred from people who have an excess of available funds to people who have 
a shortage. Financial markets, such as bond and stock markets, are crucial to pro- 
moting greater economic efficiency by channeling funds from people who do not 
have a productive use for them to those who do. Indeed, well-functioning financial 
markets are a key factor in producing high economic growth, and poorly performing 
financial markets are one reason that many countries in the world remain desper- 
ately poor. Activities in financial markets also have direct effects on personal wealth, 
the behavior of businesses and consumers, and the cyclical performance of the 
economy. 


Debt Markets and Interest Rates 


A security (also called a financial instrument) is a claim on the issuer's future 
income or assets (any financial claim or piece of property that is subject to owner- 
ship). A bond is a debt security that promises to make payments periodically for a 
specified period of time.! Debt markets, also often referred to generically as the bond 
market, are especially important to economic activity because they enable corpora- 
tions and governments to borrow in order to finance their activities; the bond mar- 
ket is also where interest rates are determined. An interest rate is the cost of 
borrowing or the price paid for the rental of funds (usually expressed as a percent- 
age of the rental of $100 per year). Many types of interest rates are found in the 
economy—mortgage interest rates, car loan rates, and interest rates on many types 
of bonds. 

Interest rates are important on a number of levels. On a personal level, high 
interest rates could deter you from buying a house or a car because the cost of 
financing it would be high. Conversely, high interest rates could encourage you to 
save because you can earn more interest income by putting aside some of your earn- 
ings as savings. On a more general level, interest rates have an impact on the overall 
health of the economy because they affect not only consumers' willingness to spend 
or save but also businesses' investment decisions. High interest rates, for example, 
might cause a corporation to postpone building a new plant that would provide more 
jobs. 

Because changes in interest rates have important effects on individuals, finan- 
cial institutions, businesses, and the overall economy, it is important to explain fluc- 
tuations in interest rates that have been substantial over the past 35 years. For 
example, the interest rate on three-month Treasury bills peaked at over 1696 in 
1981. This interest rate fell to 396 in late 1992 and 1993, and then rose to above 596 
in the mid to late 1990s. It then fell below 196 in 2004, rose to 596 by 2007, only to 
fall close to zero from 2008 to 2016. 

Because different interest rates have a tendency to move in unison, economists 
frequently lump interest rates together and refer to "the" interest rate. As Figure 1.1 


The definition of bond used throughout this book is the broad one in common use by academics, 
which covers both short- and long-term debt instruments. However, some practitioners in financial 
markets use the word bond to describe only specific long-term debt instruments, such as corporate 
bonds or U.S. Treasury bonds. 
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FIGURE 1.1 Interest Rates on Selected Bonds, 1950-2016 
Although different interest rates have a tendency to move in unison, they do often differ substantially and the 
spreads between them fluctuate. 


Source: Federal Reserve Bank of St. Louis, FRED database: https://fred.stlouisfed.org/series/TB3MS; https://fred.stlouisfed.org/series/GS10; https:// 
fred.stlouisfed.org/series/BAA. 


shows, however, interest rates on various types of bonds can differ substantially. 
The interest rate on three-month Treasury bills, for example, fluctuates more than 
the other interest rates and is lower, on average. The interest rate on Baa (medium- 
quality) corporate bonds is higher, on average, than the other interest rates, and the 
spread, or difference, between it and U.S. government long-term bonds became 
larger in the 1970s, narrowed in the 1990s and particularly in the middle 2000s, only 
to surge to extremely high levels during the global financial crisis of 2007-2009 
before narrowing again. 

In Chapters 2, 11, 12, and 14 we study the role of debt markets in the economy, 
and in Chapters 3 through 5 we examine what an interest rate is, how the common 
movements in interest rates come about, and why the interest rates on different 
bonds vary. 


The Stock Market 


A common stock (typically just called a stock) represents a share of ownership in 
à corporation. It is a security that is a claim on the earnings and assets of the corpo- 
ration. Issuing stock and selling it to the public is a way for corporations to raise 
funds to finance their activities. The stock market, in which claims on the earnings 
of corporations (shares of stock) are traded, is the most widely followed financial 
market in almost every country that has one; that’s why it is often called simply “the 
market." A big swing in the prices of shares in the stock market is always a major 
story on the evening news. People often speculate on where the market is heading 
and get very excited when they can brag about their latest "big killing," but they 
become depressed when they suffer a big loss. The attention the market receives 
can probably be best explained by one simple fact: It is a place where people can get 
rich—or poor—guickiy. 
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FIGURE 1.2 Stock Prices as Measured by the Dow Jones Industrial Average, 
1950-2016 


Stock prices are extremely volatile. 


Source: Federal Reserve Bank of St. Louis, FRED database: https://fred.stlouisfed.org/series/DJIA. 


As Figure 1.2 indicates, stock prices are extremely volatile. After the market 
rose in the 1980s, on "Black Monday," October 19, 1987, it experienced the worst 
one-day drop in its entire history, with the Dow Jones Industrial Average (DJIA) 
falling by 2296. From then until 2000, the stock market experienced one of the great 
bull markets in its history, with the Dow climbing to a peak of over 11,000. With the 
collapse of the high-tech bubble in 2000, the stock market fell sharply, dropping by 
over 3096 by late 2002. It then rose above the 14,000 level in 2007, only to fall by 
over 5096 of its value to a low below 7,000 in 2009. Then another bull market began, 
with the Dow rising above the 18,000 level in 2016. These considerable fluctuations 
in stock prices affect the size of people's wealth and as a result may affect their 
willingness to spend. 

The stock market is also an important factor in business investment decisions 
because the price of shares affects the amount of funds that can be raised by selling 
newly issued stock to finance investment spending. A higher price for a firm's shares 
means that it can raise a larger amount of funds, which can be used to buy produc- 
tion facilities and equipment. 

In Chapter 2 we examine the role that the stock market plays in the financial 
system, and we return to the issue of how stock prices behave and respond to infor- 
mation in the marketplace in Chapters 6 and 13. 


The Foreign Exchange Market 

For funds to be transferred from one country to another, they have to be converted 
from the currency in the country of origin (say, dollars) into the currency of the 
country they are going to (say, euros). The foreign exchange market is where 
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this conversion takes place, so it is instrumental in moving funds between countries. 
It is also important because it is where the foreign exchange rate, the price of one 
country's currency in terms of another's, is determined. 

Figure 1.3 shows the exchange rate for the U.S. dollar from 1973 to 2016 (mea- 
sured as the value of the U.S. dollar in terms of a basket of major foreign curren- 
cies). The fluctuations in prices in this market have also been substantial: The 
dollar's value reached a low point in the 1978-1980 period and then appreciated 
dramatically until early 1985. It then declined again, reaching another low in 1995, 
but appreciated from 1995 to 2001. From 2001 to 2008, the dollar depreciated sub- 
stantially. After a temporary upturn in 2008 and 2008, the dollar fell back down, but 
then appreciated from mid-2014 to 2016. 

What have these fluctuations in the exchange rate meant to the American 
public and businesses? A change in the exchange rate has a direct effect on 
American consumers because it affects the cost of imports. In 2001, when the euro 
was worth around 85 cents, 100 euros of European goods (say, French wine) cost 
$85. When the dollar subsequently weakened, raising the cost of a euro to $1.50, 
the same 100 euros of wine now cost $150. Thus, a weaker dollar leads to more 
expensive foreign goods, makes vacationing abroad more expensive, and raises 
the cost of indulging your desire for imported delicacies. When the value of the 
dollar drops, Americans decrease their purchases of foreign goods and increase 
their consumption of domestic goods (such as travel in the United States or 
American-made wine). 

Conversely, a strong dollar means that U.S. goods exported abroad will cost 
more in foreign countries, and hence foreigners will buy fewer of them. Exports of 
steel, for example, declined sharply when the dollar strengthened in the 1980-1985 
and 1995-2001 periods. A strong dollar benefited American consumers by making 
foreign goods cheaper but hurt American businesses and eliminated some jobs by 
cutting both domestic and foreign sales of their products. The decline in the value 
of the dollar from 1985 to 1995 and from 2001 to 2014 had the opposite effect: It 
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FIGURE 1.3 Exchange Rate of the U.S. Dollar, 1973-2016 
The value of the U.S. dollar relative to other currencies has fluctuated substantially over the years. 


Source: Federal Reserve Bank of St. Louis, FRED database: https://fred.stlouisfed.org/series/TWEXMMTH. 
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made foreign goods more expensive but made American businesses more competi- 
tive. Fluctuations in the foreign exchange markets thus have major consequences 
for the American economy. 

In Chapter 15 we study how exchange rates are determined in the foreign 
exchange market, in which dollars are bought and sold for foreign currencies. 


Why Study Financial Institutions? 


The second major focus of this book is financial institutions. Financial institutions 
are what make financial markets work. Without them, financial markets would not 
be able to move funds from people who save to people who have productive invest- 
ment opportunities. Financial institutions thus play a crucial role in improving the 
efficiency of the economy. 


Structure of the Financial System 


The financial system is complex, comprising many types of private-sector financial 
institutions, including banks, insurance companies, mutual funds, finance compa- 
nies, and investment banks—all of which are heavily regulated by the government. 
If you wanted to make a loan to Apple or Amazon, for example, you would not go 
directly to the president of the company and offer a loan. Instead, you would lend 
to such companies indirectly through financial intermediaries, institutions 
such as commercial banks, savings and loan associations, mutual savings banks, 
credit unions, insurance companies, mutual funds, pension funds, and finance 
companies that borrow funds from people who have saved and in turn make loans 
to others. 

Why are financial intermediaries so crucial to well-functioning financial mar- 
kets? Why do they give credit to one party but not to another? Why do they usually 
write complicated legal documents when they extend loans? Why are they the most 
heavily regulated businesses in the economy? 

We answer these questions by developing a coherent framework for analyzing 
financial structure both in the United States and in the rest of the world in Chapter 7. 


Financial Crises 


At times, the financial system seizes up and produces financial crises, major dis- 
ruptions in financial markets that are characterized by sharp declines in asset prices 
and the failures of many financial and nonfinancial firms. Financial crises have been 
a feature of capitalist economies for hundreds of years and are typically followed by 
the most serious business cycle downturns. From 2007 to 2009, the U.S. economy 
was hit by the worst financial crisis since the Great Depression. Defaults in subprime 
residential mortgages led to major losses in financial institutions, not only producing 
numerous bank failures but also leading to the demise of Bear Stearns and Lehman 
Brothers, two of the largest investment banks in the United States. The result of the 
crisis was the worst recession since World War II, which is now referred to as the 
"Great Recession." 

Why these crises occur and why they do so much damage to the economy is 
discussed in Chapter 8. 
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Central Banks and the Conduct 
of Monetary Policy 


The most important financial institution in the financial system is the central bank, 
the government agency responsible for the conduct of monetary policy, which in the 
United States is the Federal Reserve System (also called simply the Fed). 
Monetary policy involves the management of interest rates and the quantity of 
money, also referred to as the money supply (defined as anything that is generally 
accepted in payment for goods and services or in the repayment of debt). Because 
monetary policy affects interest rates, inflation, and business cycles, all of which 
have a major impact on financial markets and institutions, we study how monetary 
policy is conducted by central banks in both the United States and abroad in 
Chapters 9 and 10. 


The International Financial System 


The tremendous increase in capital flows between countries means that the inter- 
national financial system has a growing impact on domestic economies. Whether a 
country fixes its exchange rate to that of another is an important determinant of 
how monetary policy is conducted. Whether there are capital controls that restrict 
mobility of capital across national borders has a large effect on domestic financial 
systems and the performance of the economy. What role international financial 
institutions such as the International Monetary Fund should play in the international 
financial system is very controversial. All of these issues are explored in Chapter 16. 


Banks and Other Financial Institutions 


Banks are financial institutions that accept deposits and make loans. Included 
under the term banks are firms such as commercial banks, savings and loan asso- 
ciations, mutual savings banks, and credit unions. Banks are the financial interme- 
diaries that the average person interacts with most frequently. A person who needs 
a loan to buy a house or a car usually obtains it from a local bank. Most Americans 
keep a large proportion of their financial wealth in banks in the form of checking 
accounts, savings accounts, or other types of bank deposits. Because banks are the 
largest financial intermediaries in our economy, they deserve careful study. However, 
banks are not the only important financial institutions. Indeed, in recent years, other 
financial institutions such as insurance companies, finance companies, pension 
funds, mutual funds, and investment banks have been growing at the expense of 
banks, and so we need to study them as well. We study banks and all these other 
institutions in Parts 6 and 7. 


Financial Innovation 


In the good old days, when you took cash out of the bank or wanted to check your 
account balance, you got to say hello to a friendly human. Nowadays, you are more 
likely to interact with an automatic teller machine (ATM) when withdrawing cash 
and to use your home computer to check your account balance. Financial 
innovation, the development of new financial products and services, can be an 
important force for good by making the financial system more efficient. Unfortunately, 
as we will see in Chapter 8, financial innovation can have a dark side: It can lead to 
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devastating financial crises, such as the one experienced from 2007 to 2009. In 
Chapter 19 we study why and how financial innovation takes place, with particular 
emphasis on how the dramatic improvements in information technology have led to 
new financial products and the ability to deliver financial services electronically, in 
what has become known as e-finance. We also study financial innovation because 
it shows us how creative thinking on the part of financial institutions can lead to 
higher profits but can sometimes result in financial disasters. By seeing how and 
why financial institutions have been creative in the past, we obtain a better grasp of 
how they may be creative in the future. This knowledge provides us with useful 
clues about how the financial system may change over time and will help keep our 
understanding about banks and other financial institutions from becoming obsolete. 


Managing Risk in Financial Institutions 


In the past ten years, the economic environment has become an increasingly risky 
place. Interest rates fluctuated wildly, stock markets crashed both here and abroad, 
speculative crises occurred in the foreign exchange markets, and failures of financial 
institutions reached levels unprecedented since the Great Depression. To avoid wild 
swings in profitability (and even possibly failure) resulting from this environment, 
financial institutions must be concerned with how to cope with increased risk. 
We look at techniques that these institutions use when they engage in risk manage- 
ment in Chapter 23. Then in Chapter 24, we look at how these institutions make use 
of new financial instruments, such as financial futures, options, and swaps, to 
manage risk. 


Applied Managerial Perspective 


Another reason for studying financial institutions is that they are among the largest 
employers in the country and frequently pay very high salaries. Hence, some of you 
have a very practical reason for studying financial institutions: It may help you get 
a good job in the financial sector. Even if your interests lie elsewhere, you should 
still care about how financial institutions are run because there will be many times 
in your life, as an individual, an employee, or the owner of a business, when you will 
interact with these institutions. Knowing how financial institutions are managed 
may help you get a better deal when you need to borrow from them or if you decide 
to supply them with funds. 

This book emphasizes an applied managerial perspective in teaching you about 
financial markets and institutions by including special case applications headed 
“The Practicing Manager.” These cases introduce you to the real-world problems 
that managers of financial institutions commonly face and need to solve in their day- 
to-day jobs. For example, how does the manager of a financial institution come up 
with a new financial product that will be profitable? How does a manager of a finan- 
cial institution manage the risk that the institution faces from fluctuations in interest 
rates, stock prices, or foreign exchange rates? Should a manager hire an expert on 
Federal Reserve policy making, referred to as a “Fed watcher,” to help the institu- 
tion discern where monetary policy might be going in the future? 

Not only do “The Practicing Manager” cases, which answer these questions and 
others like them, provide you with some special analytic tools that you will need if 
you make your career at a financial institution, but they also give you a feel for what 
a job as the manager of a financial institution is all about. 
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How We Will Study Financial Markets and 
Institutions 


Instead of focusing on a mass of dull facts that will soon become obsolete, this text- 
book emphasizes a unifying, analytic framework for studying financial markets and 
institutions. This framework uses a few basic concepts to help organize your think- 
ing about the determination of asset prices, the structure of financial markets, bank 
management, and the role of monetary policy in the economy. The basic concepts 
are equilibrium, basic supply and demand analysis to explain behavior in financial 
markets, the search for profits, and an approach to financial structure based on 
transaction costs and asymmetric information. 

The unifying framework used in this book will keep your knowledge from becom- 
ing obsolete and make the material more interesting. It will enable you to learn what 
really matters without having to memorize material that you will forget soon after 
the final exam. This framework will also provide you with the tools needed to under- 
stand trends in the financial marketplace and in variables such as interest rates and 
exchange rates. 

To help you understand and apply the unifying analytic framework, simple mod- 
els are constructed throughout the text in which the variables held constant are 
carefully delineated, each step in the derivation of the model is clearly and carefully 
laid out, and the models are then used to explain various phenomena by focusing on 
changes in one variable at a time, holding all other variables constant. 

To reinforce the models’ usefulness, this text also emphasizes the interaction of 
theoretical analysis and empirical data in order to expose you to real-life events and 
data. To make the study of financial markets and institutions even more relevant 
and to help you learn the material, the book contains, besides “The Practicing 
Manager” cases, numerous additional cases and mini-cases that demonstrate how 
you can use the analysis in the book to explain many real-world situations. 

To function better in the real world outside the classroom, you must have the 
tools to follow the financial news that appears in leading financial publications and 
on the Web. To help and encourage you to read the financial section of the newspa- 
per, this book contains two special features. The first is a set of special boxed inserts 
titled “Following the Financial News” that provide detailed information and defini- 
tions you need to evaluate the data that are discussed frequently in the media. This 
book also contains nearly 400 end-of-chapter questions and problems that ask you 
to apply the analytic concepts you have learned to other real-world issues. 
Particularly relevant is a special class of problems headed “Predicting the Future.” 
These questions give you an opportunity to review and apply many of the important 
financial concepts and tools presented throughout the book. 


Exploring the Web 


The World Wide Web has become an extremely valuable and convenient resource 
for financial research. We emphasize the importance of this tool in several ways. 
First, wherever we use the Web to find information to build the charts and tables 
that appear throughout the text, we include the source site’s URL. These sites often 
contain additional information and are updated frequently. Second, we have 
added Web exercises to the end of each chapter. These exercises prompt you to 
visit sites related to the chapter and to work with real-time data and information. 
We have also supplied Web references to the end of the chapter that list the URLs 
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of sites related to the material being discussed. Visit these sites to further explore a 
topic you find of particular interest. Website URLs are subject to frequent change. 
We have tried to select stable sites, but we realize that even government URLs 
change. The publisher's Website (www.pearsonglobaleditions.com/Mishkin) will 
maintain an updated list of current URLs for your reference. 


Collecting and Graphing Data 


The following Web exercise is especially important because it demonstrates how to 
export data from a Website into Microsoft Excel for further analysis. We suggest you 
work through this problem on your own so that you will be able to perform this 
activity when prompted in subsequent Web exercises whenever you want to collect 
data from the Web and apply it to particular situations. 


Web Exercise 


You have been hired by Risky Ventures, Inc., as a consultant to help the company 
analyze interest-rate trends from the beginning of 2015 to the present. Your employ- 
ers are initially interested in determining the relationship between long- and short- 
term interest rates in that year. The biggest task you must immediately undertake 
is collecting market interest-rate data. You know the best source of this information 
is the Web. 


1. You decide that your best indicator of long-term interest rates is that on a 
10-year U.S. Treasury note. Your first task is to gather historical data. Go to 
the Federal Reserve Bank of St. Louis, FRED database, at http://research 
.stlouisfed.org/fredZ/, a terrific resource for economic data. In the search 
box in the upper right corner, type in “10-year,” and then click on *10-Year 
Treasury Constant Maturity Rate" in the drop down box. The site should look 
like Figure 1.4. 

2. Now that you have located an accurate source of historical interest-rate data, 
the next step is choosing the sample period and getting it onto a spreadsheet. 
Check *monthly" under *10-year Treasury Constant Maturity Rate." Change 
the beginning observation date to 2015, January. Now click on “Edit Graph" 
and then click on "Add Line." Type in "1-year" in the “Add data series in 
the graph" box and hit Enter. Click on *1-Year Treasury Constant Maturity 
Rate: Monthly” and click on “Add Series." Click on “Download” and then on 
"Excel (data)." Click on "fedgraph.xls" at the bottom and you will now see 
Figure 1.5. 

3. You now want to analyze the interest rates by first graphing them. Put head- 
ings such as “10-Year Interest Rate" and “1-Year Interest Rate” at the top of 
each column of data. Highlight the two columns of interest-rate data you just 
created in Excel, including the headings. Click on "Insert" on the toolbar and 
then click on the “Insert Line Chart” icon and the first 2-D Line. Put labels in 
column A: “Average” and “Standard deviation." In the same row as you put 
the label “Average,” in columns B and C, click on the f; icon on the Excel 
toolbar, then click on “AVERAGE” in the Insert Function box and click “OK.” 
Highlight the dates for each of the series from January 2015 to the present 
and click *OK." In the same row as you put the label "Standard deviation," 
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FIGURE 1.4 Federal Reserve Bank of St. Louis, FRED Database 
Source: https://fred.stlouisfed.org/series/GS 10. 
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FRED Graph Observations. 


2 Federal Reserve Economic Data 

3 Link: https://fred.stlouisfed.org 

4 (Help: https://fred.stlouisfed.org/help-faq 

5 Economic Research Division 

6 Federal Reserve Bank of St. Louis 
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8 GS10 10-Year Treasury Constant Maturity Rate, Percent, Monthly, Not Seasonally Adjusted 

9 GS1 1-Year Treasury Constant Maturity Rate, Percent, Monthly, Not Seasonally Adjusted 
10 
11 Frequency: Monthly 
12 observation date GS10 GS1 
13 2015-01-01 1.88 0.20 
14 2015-02-01 1.98 0.22 
15 2015-03-01 2.04 0.25 
16 2015-04-01 1.94 0.23 
17 2015-05-01 2.20 0.24 
18 2015-06-01 2.36 0.28 
19 2015-07-01 2.32 0.30 
20 2015-08-01 247 0.38 
21 2015-09-01 2.47 0.37 
22 2015-10-01 2.07 0.26 
23 2015-11-01 2.26 0.48 
24 2015-12-01 2.24 0.65 
25 2016-01-01 2.09 0.54 

26 2016-02-01 1.78 0.53 
27 2016-03-01 1.89 0.66 
28 2016-04-01 1.81 0.56 
29 2016-05-01 1.81 0.59 
30 2016-06-01 1.64 0.55 
31 2016-07-01 1.50 0.51 
32 
Em = — 


FIGURE 1.5 Excel Spreadsheet with Interest-Rate Data 


Source: Used with permission from Microsoft Corporation; https://fred.stlouisfed.org/series/GS1; https://fred.stlouisfed.org/series/GS10. 
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FIGURE 1.6 Excel Graph of Interest-Data 


Source: Used with permission from Microsoft Corporation. 


in columns B and C, click on the f, icon on the Excel toolbar, then click on 
"STDEV" in the Insert Function box and click "OK." Highlight the dates for 
each of the series from January 2015 to the present and click *OK." You 


should now see Figure 1.6. 


Concluding Remarks 


The field of financial markets and institutions is an exciting one. Not only will you 
develop skills that will be valuable in your career, but you will also gain a clearer 
understanding of events in financial markets and institutions you frequently hear 
about in the news media. This book will introduce you to many of the controversies 


that are hotly debated in the current political arena. 


SUMMARY 


1. Activities in financial markets have direct effects on 
individuals’ wealth, the behavior of businesses, and 
the efficiency of our economy. Three financial mar- 
kets deserve particular attention: the bond market 
(where interest rates are determined), the stock 


market (which has a major effect on people's wealth 
and on firms’ investment decisions), and the foreign 
exchange market (because fluctuations in the foreign 
exchange rate have major consequences for the U.S. 


economy). 
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2. Because monetary policy affects interest rates, 
inflation, and business cycles, all of which have an 
important impact on financial markets and institu- 
tions, we need to understand how monetary policy 
is conducted by central banks in the United States 
and abroad. 


3. Banks and other financial institutions channel funds 
from people who might not put them to productive 
use to people who can do so and thus play a cru- 
cial role in improving the efficiency of the economy. 
When the financial system seizes up and produces 
a financial crisis, financial firms fail, which causes 
severe damage to the economy. 


4. Understanding how financial institutions are man- 
aged is important because there will be many times in 


your life, as an individual, an employee, or the owner 
of a business, when you will interact with them. “The 
Practicing Manager” cases not only provide special 
analytic tools that are useful if you choose a career 
with a financial institution but also give you a feel for 
what a job as the manager of a financial institution 
is all about. 


. This textbook emphasizes an analytic way of think- 


ing by developing a unifying framework for the 
study of financial markets and institutions using a 
few basic principles. This textbook also focuses on 
the interaction of theoretical analysis and empirical 
data. 


KEY TERMS 


assets, p. 42 Federal Reserve System (the Fed), foreign exchange market, p. 44 


banks, p. 47 p. 47 


foreign exchange rate, p. 45 


bond, p. 42 financial crises, p. 46 interest rate, p. 42 

central bank, p. 47 financial innovation, p. 47 monetary policy, p. 47 
common stock (stock), p. 43 financial intermediaries, p. 46 money (money supply), p. 47 
e-finance, p. 48 financial markets, p. 42 security, p. 42 


QUESTIONS 


1. Explain the link between well-performing financial 
markets and economic growth. Name one channel 
through which financial markets might affect eco- 
nomic growth and poverty. 


N 


. How would banks benefit when interest rates fall? 


w 


. How does a decline in the value of the pound sterling 
affect German consumers in the Eurozone? 


4. How does an increase in the value of the U.S. dollar 
affect businesses in the Eurozone? 


5. What effect might a fall in stock prices have on busi- 
ness investment? 


© 


. Explain the main difference between a bondanda 
common stock. 


7. Whyare stock market conditions usually newsworthy? 


oo 


. Discuss the role of banks as financial institutions that 
fuel the economic growth of a nation. 


© 


. How can fluctuations in a foreign exchange rate 
affect domestic and foreign consumption? Looking 


at Figure 1.3, briefly discuss how the U.S. dollar 
exchange rates behave. 


. How do you think financial institutions help financial 


markets to work? 


. “A robust financial market is one of the pillars of 


stable economic growth and financial sustainability 
for the future." Discuss. 


. How can monetary policies created by a central bank 


affect financial markets and financial institutions? 


. Can you date the latest financial crisis in the United 


States or in Europe? Are there reasons to think that 
these crises might have been related? Why? 


. What is a debt market and how does a bond work 


within it? 


. Why is there a need to manage risk in financial 


institutions? 
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QUANTITATIVE PROBLEMS 


1. The following table lists the foreign exchange rates 


between the U.S. dollar and the euro (EUR) during Date alk el ENR 
February, 2014. 2/15 1.369300 
2/16 1.369300 
Date U.S. Dollars per EUR 2/7 1.370679 
2/1 1.348781 2/18 1.375730 
2/2 1.328781 2/19 1.376089 
2/3 1.352399 2/20 1.368862 
2/4 1.350628 2/21 1.372465 
2/5 1.351799 2/22 1.373730 
2/6 1.360180 OS Lael 
Dy 1.361194 2/24 1.374172 
2/8 159095700 2/95 1.374726 
2/9 LBS T 2/96 1.367002 
2/0 1.364353 DT 1.371264 
all 1.365278 2/28 1.380712 
2/12 1.359235 
213 1.366882 Which day would have been the best day to con- 
vert $300 to euros? Which day would have been the 
2/14 1.369081 


worst? What would the difference be in euro? 


WEB EXERCISES 


Working with Financial Market Data b. Using the data from step a, prepare a chart. Use 
1. In this exercise we will practice collecting data from the Chart Wizard to properly label your axes. 


the Web and graphing it using Excel. Use the exam- 
ple on pages 50-52 as a guide. Go to https://fred 
.Stlouisfed.org/series/DJIA, and select “10 year 
graph” on the top middle. On the far right select 
“Edit Graph.” Choose “modify frequency” and select 
“Monthly.” Click on the X on the top right to return 
to the graph and then choose “Download” and then 
“Excel(data)” from the drop down. 


a. Using the method presented in this chapter, move 
the data into an Excel spreadsheet. 


. In Web Exercise 1 you collected and graphed the Dow 


Jones Industrial Average. Now go to www.forecasts 
.org. Click on “Stock Market Forecast” and then on 
"Dow Jones Industrial Average" in the left column. 
Review the forecast in the graph. 


a. What is the Dow forecast to be in six months? 


b. What percentage increase is forecast for the next 
six months? 
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Overview of the 
Financial System 


> PREVIEW 


Suppose that you want to start a business that 
manufactures a recently invented low-cost robot that 
cleans the house (even does windows), mows the 
lawn, and washes the car, but you have no funds to 
put this wonderful invention into production. Walter 
has plenty of savings that he has inherited. If you 
and Walter could get together so that he could pro- 
vide you with the funds, your company's robot would 
see the light of day, and you, Walter, and the econ- 
omy would all be better off: Walter could earn a high 
return on his investment, you would get rich from 
producing the robot, and we would have cleaner 
houses, shinier cars, and more beautiful lawns. 
Financial markets (bond and stock markets) and 
financial intermediaries (banks, insurance companies, 
and pension funds) have the basic function of getting 
people such as you and Walter together by moving 
funds from those who have a surplus of funds (Walter) 


to those who have a shortage of funds (you). More 
realistically, when Apple invents a better iPad, it may 
require funds to bring it to market. Similarly, when a 
local government needs to build a road or a school, it 
may need more funds than local property taxes pro- 
vide. Well-functioning financial markets and financial 
intermediaries are crucial to our economic health. 

To study the effects of financial markets and 
financial intermediaries on the economy, we need to 
acquire an understanding of their general structure 
and operation. In this chapter we learn about the 
major financial intermediaries and the instruments 
that are traded in financial markets. 

This chapter offers a preliminary overview of the 
fascinating study of financial markets and institu- 
tions. We will return to a more detailed treatment of 
the regulation, structure, and evolution of financial 
markets and institutions in Parts 3 through 7. 
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Function of Financial Markets 


Financial markets perform the essential economic function of channeling funds from 
households, firms, and governments that have saved surplus funds by spending less 
than their income to those that have a shortage of funds because they wish to spend 
more than their income. This function is shown schematically in Figure 2.1. Those 
who have saved and are lending funds, the lender-savers, are at the left and those 
who must borrow funds to finance their spending, the borrower-spenders, are at the 
right. The principal lender-savers are households, but business enterprises and 
the government (particularly state and local government), as well as foreigners and 
their governments, sometimes also find themselves with excess funds and so lend 
them out. The most important borrower-spenders are businesses and the govern- 
ment (particularly the federal government), but households and foreigners also bor- 
row to finance their purchases of cars, furniture, and houses. The arrows show that 
funds flow from lender-savers to borrower-spenders via two routes. 

In direct finance (the route at the bottom of Figure 2.1), borrowers borrow 
funds directly from lenders in financial markets by selling them securities (also 
called financial instruments), which are claims on the borrower’s future income 
or assets. Securities are assets for the person who buys them, but they are liabilities 
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FIGURE 2.1 


Flows of Funds Through the Financial System 


The arrows show that funds flow from lender-savers to borrower-spenders via two routes: direct finance, 
in which borrowers borrow funds directly from financial markets by selling securities, and indirect 
finance, in which a financial intermediary borrows funds from lender-savers and then uses these funds 
to make loans to borrower-spenders. 
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(IOUs or debts) for the individual or firm that sells (issues) them. For example, if 
General Motors needs to borrow funds to pay for a new factory to manufacture 
electric cars, it might borrow the funds from savers by selling them a bond, a debt 
security that promises to make payments periodically for a specified period of time, 
or a stock, a security that entitles the owner to a share of the company's profits and 
assets. 

Why is this channeling of funds from savers to spenders so important to the 
economy? The answer is that the people who save are frequently not the same 
people who have profitable investment opportunities available to them, the entre- 
preneurs. Let's first think about this on a personal level. Suppose that you have 
saved $1,000 this year, but no borrowing or lending is possible because no financial 
markets are available. If you do not have an investment opportunity that will permit 
you to earn income with your savings, you will just hold on to the $1,000 and will 
earn no interest. However, Carl the carpenter has a productive use for your $1,000: 
He can use it to purchase a new tool that will shorten the time it takes him to build 
a house, thereby earning an extra $200 per year. If you could get in touch with Carl, 
you could lend him the $1,000 at a rental fee (interest) of $100 per year, and both 
of you would be better off. You would earn $100 per year on your $1,000, instead of 
the zero amount that you would earn otherwise, while Carl would earn $100 more 
income per year (the $200 extra earnings per year minus the $100 rental fee for the 
use of the funds). 

In the absence of financial markets, you and Carl the carpenter might never get 
together. You would both be stuck with the status quo, and both of you would be 
worse off. Without financial markets, it is hard to transfer funds from a person who 
has no investment opportunities to one who has them. Financial markets are thus 
essential to promoting economic efficiency. 

The existence of financial markets is beneficial even if someone borrows for a 
purpose other than increasing production in a business. Say that you are recently 
married, have a good job, and want to buy a house. You earn a good salary, but 
because you have just started to work, you have not saved much. Over time, you 
would have no problem saving enough to buy the house of your dreams, but by then 
you would be too old to get full enjoyment from it. Without financial markets, you 
are stuck; you cannot buy the house and must continue to live in your tiny apartment. 

If a financial market were set up so that people who had built up savings could 
lend you the funds to buy the house, you would be more than happy to pay them 
some interest so that you could own a home while you are still young enough to 
enjoy it. Then, over time, you would pay back your loan. If this loan could occur, you 
would be better off, as would the persons who made you the loan. They would now 
earn some interest, whereas they would not if the financial market did not exist. 

Now we can see why financial markets have such an important function in the 
economy. They allow funds to move from people who lack productive investment 
opportunities to people who have such opportunities. Financial markets are critical 
for producing an efficient allocation of capital (wealth, either financial or physical, 
that is employed to produce more wealth), which contributes to higher production 
and efficiency for the overall economy. Indeed, as we will explore in Chapter 8, 
when financial markets break down during financial crises, as they did during the 
recent global financial crisis, severe economic hardship results, which can even lead 
to dangerous political instability. 

Well-functioning financial markets also directly improve the well-being of con- 
sumers by allowing them to time their purchases better. They provide funds to 
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young people to buy what they need and can eventually afford without forcing them 
to wait until they have saved up the entire purchase price. Financial markets that 
are operating efficiently improve the economic welfare of everyone in the society. 


Structure of Financial Markets 


Now that we understand the basic function of financial markets, let's look at their 
structure. The following descriptions of several categorizations of financial markets 
illustrate the essential features of these markets. 


Debt and Equity Markets 


A firm or an individual can obtain funds in a financial market in two ways. The most 
common method is to issue a debt instrument, such as a bond or a mortgage, which 
is a contractual agreement by the borrower to pay the holder of the instrument fixed 
dollar amounts at regular intervals (interest and principal payments) until a speci- 
fied date (the maturity date), when a final payment is made. The maturity of a debt 
instrument is the number of years (term) until that instrument's expiration date. 
A debt instrument is short-term if its maturity is less than a year and long-term if 
its maturity is 10 years or longer. Debt instruments with a maturity between one and 
10 years are said to be intermediate-term. 

The second method of raising funds is by issuing equities, such as common 
stock, which are claims to share in the net income (income after expenses and 
taxes) and the assets of a business. If you own one share of common stock in a 
company that has issued one million shares, you are entitled to 1 one-millionth of 
the firm's net income and 1 one-millionth of the firm's assets. Equities often make 
periodic payments (dividends) to their holders and are considered long-term secu- 
rities because they have no maturity date. In addition, owning stock means that you 
own a portion of the firm and thus have the right to vote on issues important to the 
firm and to elect its directors. 

The main disadvantage of owning a corporation's equities rather than its debt is 
that an equity holder is a residual claimant; that is, the corporation must pay all 
its debt holders before it pays its equity holders. The advantage of holding equities 
is that equity holders benefit directly from any increases in the corporation's profit- 
ability or asset value because equities confer ownership rights on the equity holders. 
Debt holders do not share in this benefit because their dollar payments are fixed. 
We examine the pros and cons of debt versus equity instruments in more detail in 
Chapter 7, which provides an economic analysis of financial structure. 

The total value of equities in the United States has typically fluctuated between 
$15 trillion and $40 trillion since 2000, depending on the prices of shares. Although 
the average person is more aware of the stock market than any other financial mar- 
ket, the size of the debt market is often substantially larger than the size of the 
equities market: At the end of 2015, the value of debt instruments was $39.7 trillion, 
while the value of equities was $25.1 trillion. 


Primary and Secondary Markets 


A primary market is a financial market in which new issues of a security, such as 
à bond or a stock, are sold to initial buyers by the corporation or government agency 
borrowing the funds. A secondary market is a financial market in which securities 
that have been previously issued can be resold. 
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The primary markets for securities are not well known to the public because the 
selling of securities to initial buyers often takes place behind closed doors. An 
important financial institution that assists in the initial sale of securities in the pri- 
mary market is the investment bank. It does this by underwriting securities: It 
guarantees a price for a corporation’s securities and then sells them to the public. 

The New York Stock Exchange and NASDAQ (National Association of Securities 
Dealers Automated Quotation System), in which previously issued stocks are traded, 
are the best-known examples of secondary markets, although the bond markets, in 
which previously issued bonds of major corporations and the U.S. government are 
bought and sold, actually have a larger trading volume. Other examples of secondary 
markets are foreign exchange markets, futures markets, and options markets. 
Securities brokers and dealers are crucial to a well-functioning secondary market. 
Brokers are agents of investors who match buyers with sellers of securities; dealers 
link buyers and sellers by buying and selling securities at stated prices. 

When an individual buys a security in the secondary market, the person who has 
sold the security receives money in exchange for the security, but the corporation 
that issued the security acquires no new funds. A corporation acquires new funds 
only when its securities are first sold in the primary market. Nonetheless, secondary 
markets serve two important functions. First, they make it easier and quicker to sell 
these financial instruments to raise cash; that is, they make the financial instru- 
ments more liquid. The increased liquidity of these instruments then makes them 
more desirable and thus easier for the issuing firm to sell in the primary market. 
Second, they determine the price of the security that the issuing firm sells in the 
primary market. The investors who buy securities in the primary market will pay the 
issuing corporation no more than the price they think the secondary market will set 
for this security. The higher the security’s price in the secondary market, the higher 
the price that the issuing firm will receive for a new security in the primary market, 
and hence the greater the amount of financial capital it can raise. Conditions in the 
secondary market are therefore the most relevant to corporations issuing securities. 
For this reason books like this one, which deal with financial markets, focus on the 
behavior of secondary markets rather than primary markets. 


Exchanges and Over-the-Counter Markets 


Secondary markets can be organized in two ways. One method is to organize 
exchanges, where buyers and sellers of securities (or their agents or brokers) meet 
in one central location to conduct trades. The New York and American Stock 
Exchanges for stocks and the Chicago Board of Trade for commodities (wheat, corn, 
silver, and other raw materials) are examples of organized exchanges. 

The other method of organizing a secondary market is to have an over-the- 
counter (OTC) market, in which dealers at different locations who have an inven- 
tory of securities stand ready to buy and sell securities “over the counter” to anyone 
who comes to them and is willing to accept their prices. Because over-the-counter 
dealers are in contact via computers and know the prices set by one another, the 
OTC market is very competitive and not very different from a market with an orga- 
nized exchange. 

Many common stocks are traded over the counter, although a majority of the 
largest corporations have their shares traded at organized stock exchanges. The 
U.S. government bond market, with a larger trading volume than the New York 
Stock Exchange, by contrast, is set up as an over-the-counter market. Forty or so 
dealers establish a “market” in these securities by standing ready to buy and sell 


EJ PART 1 Introduction 


U.S. government bonds. Other over-the-counter markets include those that trade 
other types of financial instruments such as negotiable certificates of deposit, fed- 
eral funds, banker's acceptances, and foreign exchange. 


Money and Capital Markets 


Another way of distinguishing between markets is on the basis of the maturity of the 
securities traded in each market. The money market is a financial market in which 
only short-term debt instruments (generally those with original maturity of less than 
one year) are traded; the capital market is the market in which longer-term debt 
(generally with original maturity of one year or greater) and equity instruments are 
traded. Money market securities are usually more widely traded than longer-term 
securities and so tend to be more liquid. In addition, as we will see in Chapter 3, 
short-term securities have smaller fluctuations in prices than long-term securities, 
making them safer investments. As a result, corporations and banks actively use the 
money market to earn interest on surplus funds that they expect to have only tem- 
porarily. Capital market securities, such as stocks and long-term bonds, are often 
held by financial intermediaries such as insurance companies and pension funds, 
which have little uncertainty about the amount of funds they will have available in 
the future. 


Internationalization of Financial Markets 


The growing internationalization of financial markets has become an important 
trend. Before the 1980s, U.S. financial markets were much larger than those outside 
the United States, but in recent years the dominance of U.S. markets has been dis- 
appearing. (See the Global box, "Are U.S. Capital Markets Losing Their Edge?") The 
extraordinary growth of foreign financial markets has been the result of both large 
increases in the pool of savings in foreign countries such as Japan and the deregula- 
tion of foreign financial markets, which has enabled foreign markets to expand their 
activities. American corporations and banks are now more likely to tap international 
capital markets to raise needed funds, and American investors often seek invest- 
ment opportunities abroad. Similarly, foreign corporations and banks raise funds 
from Americans, and foreigners have become important investors in the United 
States. A look at international bond markets and world stock markets will give us a 
picture of how this globalization of financial markets is taking place. 


International Bond Market, Eurobonds, 
and Eurocurrencies 


The traditional instruments in the international bond market are known as foreign 
bonds. Foreign bonds are sold in a foreign country and are denominated in that 
country's currency. For example, if the German automaker Porsche sells a bond in 
the United States denominated in U.S. dollars, it is classified as a foreign bond. 
Foreign bonds have been an important instrument in the international capital mar- 
ket for centuries. In fact, a large percentage of U.S. railroads built in the nineteenth 
century were financed by sales of foreign bonds in Britain. 

A more recent innovation in the international bond market is the Eurobond, a 
bond denominated in a currency other than that of the country in which it is 
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Are U.S. Capital Markets Losing Their Edge? 


Over the past few decades the United States lost its 
international dominance in a number of manufactur- 
ing industries, including automobiles and consumer 
electronics, as other countries became more competi- 
tive in global markets. Recent evidence suggests that 
financial markets now are undergoing a similar trend: 
Just as Ford and General Motors have lost global 
market share to Toyota and Honda, U.S. stock and 
bond markets recently have seen their share of sales 
of newly issued corporate securities slip. The London 
and Hong Kong stock exchanges now handle a larger 
share of initial public offerings (IPOs) of stock than 
does the New York Stock Exchange, which had been 
by far the dominant exchange in terms of IPO value 
before 2000. Furthermore, the number of stocks 
listed on U.S. exchanges has been falling, while stock 
listings abroad have been growing rapidly: Listings 
outside the United States are now about ten times 
greater than those in the United States. Likewise, the 
portion of new corporate bonds issued worldwide that 
are initially sold in U.S. capital markets has fallen 
below the share sold in European debt markets. 

Why do corporations that issue new securities to 
raise capital now conduct more of this business in 
financial markets in Europe and Asia than in the 
United States? Among the factors contributing to this 
trend are quicker adoption of technological innova- 
tion by foreign financial markets, tighter immigration 


controls in the United States following the terror- 

ist attacks in 2001, and perceptions that listing on 
American exchanges will expose foreign securities 
issuers to greater risks of lawsuits. Many people see 
burdensome financial regulation as the main cause, 
however, and point specifically to the Sarbanes-Oxley 
Act of 2002. Congress passed this act after a number 
of accounting scandals involving U.S. corporations 
and the accounting firms that audited them came to 
light. Sarbanes-Oxley aims to strengthen the integrity 
of the auditing process and the quality of information 
provided in corporate financial statements. The costs 
to corporations of complying with the new rules and 
procedures are high, especially for smaller firms, but 
largely avoidable if firms choose to issue their securi- 
ties in financial markets outside the United States. 
For this reason, there is much support for revising 
Sarbanes-Oxley to lessen its alleged harmful effects 
and induce more securities issuers back to U.S. finan- 
cial markets. However, evidence is not conclusive 

to support the view that Sarbanes-Oxley is the main 
cause of the relative decline of U.S. financial markets 
and therefore in need of reform. 

Discussion of the relative decline of U.S. financial 
markets and debate about the factors that are con- 
tributing to it likely will continue. Chapter 7 provides 
more detail on the Sarbanes-Oxley Act and its effects 
on the U.S. financial system. 


sold—for example, a bond denominated in U.S. dollars sold in London. Currently, 
over 8096 of the new issues in the international bond market are Eurobonds, and the 
market for these securities has grown very rapidly. As a result, the Eurobond market 
is now larger than the U.S. corporate bond market. 

A variant of the Eurobond is Eurocurrencies, which are foreign currencies 
deposited in banks outside the home country. The most important of the 
Eurocurrencies are Eurodollars, which are U.S. dollars deposited in foreign banks 
outside the United States or in foreign branches of U.S. banks. Because these short- 
term deposits earn interest, they are similar to short-term Eurobonds. American 
banks borrow Eurodollar deposits from other banks or from their own foreign 
branches, and Eurodollars are now an important source of funds for American 
banks. Note that the euro, the currency used by countries in the European Monetary 
System, can create some confusion about the terms Hurobond, Eurocurrencies, 
and Eurodollars. A bond denominated in euros is called a Eurobond only 4f it is 
sold outside the countries that have adopted the euro. In fact, most Eurobonds 
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are not denominated in euros but are instead denominated in U.S. dollars. Similarly, 
Eurodollars have nothing to do with euros, but are instead U.S. dollars deposited in 
banks outside the United States. 


World Stock Markets 


Until recently, the U.S. stock market was by far the largest in the world, but foreign 
stock markets have been growing in importance, with the United States not always 
number one. The increased interest in foreign stocks has prompted the develop- 
ment in the United States of mutual funds that specialize in trading in foreign stock 
markets. American investors now pay attention not only to the Dow Jones Industrial 
Average but also to stock price indexes for foreign stock markets such as the Nikkei 
300 Average (Tokyo) and the Financial Times Stock Exchange (FTSE) 100-Share 
Index (London). 

The internationalization of financial markets is having profound effects on the 
United States. Foreigners, particularly Chinese investors, not only are providing 
funds to corporations in the United States but also are helping finance the federal 
government. Without these foreign funds, the U.S. economy would have grown far 
less rapidly in the past 20 years. The internationalization of financial markets is also 
leading the way to a more integrated world economy in which flows of goods and 
technology between countries are more commonplace. In later chapters, we will 
encounter many examples of the important roles that international factors play in 
our economy (see the Following the Financial News box). 


Function of Financial Intermediaries: 
Indirect Finance 


As shown in Figure 2.1 (p. 56), funds also can move from lenders to borrowers by a 
second route called indirect finance because it involves a financial intermediary 
that stands between the lender-savers and the borrower-spenders and helps trans- 
fer funds from one to the other. A financial intermediary does this by borrowing 
funds from the lender-savers and then using these funds to make loans to borrower- 
spenders. For example, a bank might acquire funds by issuing a liability to the pub- 
lic (an asset for the public) in the form of savings deposits. It might then use the 
funds to acquire an asset by making a loan to General Motors or by buying a U.S. 
Treasury bond in the financial market. The ultimate result is that funds have been 
transferred from the public (the lender-savers) to General Motors or the U.S. 
Treasury (the borrower-spender) with the help of the financial intermediary (the 
bank). 

The process of indirect finance using financial intermediaries, called financial 
intermediation, is the primary route for moving funds from lenders to borrowers. 
Indeed, although the media focus much of their attention on securities markets, 
particularly the stock market, financial intermediaries are a far more important 
source of financing for corporations than securities markets are. This is true not 
only for the United States but also for other industrialized countries (see the 
Global box). Why are financial intermediaries and indirect finance so important in 
financial markets? To answer this question, we need to understand the role of trans- 
action costs, risk sharing, and information costs in financial markets. 
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FOLLOWING THE FINANCIAL NEWS 


Foreign Stock Market Indexes 


Foreign stock market indexes are published daily in 
newspapers and Internet sites such as www.finance 
.yahoo.com. 


The most important of these stock market indexes are: 


Dow Jones Industrial Average (DJIA) An index of the 
30 largest publicly traded corporations in the United 
States maintained by the Dow Jones Corporation. 
S&P 500 An index of 500 of the largest companies 
traded in the United States maintained by Standard 
& Poor's. 

Nasdaq Composite An index for all the stocks that 
trade on the Nasdaq stock market, where most 


tries, but one key fact emerges: Studies of the major 
developed countries, including the United States, 
Canada, the United Kingdom, Japan, Italy, Germany, 


funds to finance their activities, they usually obtain 
them indirectly through financial intermediaries and 


securities markets in the world, loans from financial 
intermediaries are far more important for corporate 
finance than securities markets are. The countries 


Germany and Japan; in these two countries, financ- 
ing from financial intermediaries has been almost 


The Importance of Financial Intermediaries Relative 
to Securities Markets: An International Comparison 


Patterns of financing corporations differ across coun- 


and France, show that when businesses go looking for 


not directly from securities markets.* Even in the Unit- 


ed States and Canada, which have the most developed 


that have made the least use of securities markets are 


of the technology stocks in the United States are 
traded. 


FTSE 100 An index of the 100 most highly capitalized 
UK companies listed on the London Stock Exchange. 
DAX An index of the 30 largest German companies 
trading on the Frankfurt Stock Exchange. 

CAC 40 An index of the largest 40 French companies 
traded on Euronext Paris. 

Hang Seng An index of the largest companies traded 
on the Hong Kong stock markets. 


Strait Times An index of the largest 30 companies 


traded on the Singapore Exchange. 


10 times greater than that from securities markets. 
However, after the deregulation of Japanese securities 
markets in recent years, the share of corporate financ- 
ing by financial intermediaries has been declining 
relative to the use of securities markets. 

Although the dominance of financial intermediar- 
ies over securities markets is clear in all countries, 
the relative importance of bond versus stock markets 
differs widely across countries. In the United States 
the bond market is far more important as a source 
of corporate finance: On average, the amount of new 
financing raised using bonds is 10 times the amount 
raised using stocks. By contrast, countries such as 
France and Italy make more use of equities markets 
than of the bond market to raise capital. 


* See, for example, Colin Mayer, "Financial Systems, Corporate Finance, and Economic Development," in Asymmetric Information, 
Corporate Finance, and Investment, ed. R. Glenn Hubbard (Chicago: University of Chicago Press, 1990), pp. 307-332. 


Transaction Costs 


Transaction costs, the time and money spent in carrying out financial transac- 
tions, are a major problem for people who have excess funds to lend. As we have 
seen, Carl the carpenter needs $1,000 for his new tool, and you know that it is an 
excellent investment opportunity. You have the cash and would like to lend him the 
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money, but to protect your investment, you have to hire a lawyer to write up the 
loan contract that specifies how much interest Carl will pay you, when he will make 
these interest payments, and when he will repay you the $1,000. Obtaining the con- 
tract will cost you $500. When you figure in this transaction cost for making the loan, 
you realize that you can’t earn enough from the deal (you spend $500 to make per- 
haps $100) and reluctantly tell Carl that he will have to look elsewhere. 

This example illustrates that small savers like you or potential borrowers like 
Carl might be frozen out of financial markets and thus be unable to benefit from 
them. Can anyone come to the rescue? Financial intermediaries can. 

Financial intermediaries can substantially reduce transaction costs because 
they have developed expertise in lowering them and because their large size allows 
them to take advantage of economies of scale, the reduction in transaction costs 
per dollar of transactions as the size (scale) of transactions increases. For example, 
a bank knows how to find a good lawyer to produce an airtight loan contract, and 
this contract can be used over and over again in its loan transactions, thus lowering 
the legal cost per transaction. Instead of a loan contract (which may not be all that 
well written) costing $500, a bank can hire a topflight lawyer for $5,000 to draw up 
an airtight loan contract that can be used for 2,000 loans at a cost of $2.50 per loan. 
At a cost of $2.50 per loan, it now becomes profitable for the financial intermediary 
to lend Carl the $1,000. 

Because financial intermediaries are able to reduce transaction costs substan- 
tially, they make it possible for you to provide funds indirectly to people like Carl 
with productive investment opportunities. In addition, a financial intermediary’s low 
transaction costs mean that it can provide its customers with liquidity services, 
services that make it easier for customers to conduct transactions. For example, 
banks provide depositors with checking accounts that enable them to pay their bills 
easily. In addition, depositors can earn interest on checking and savings accounts 
and yet still convert them into goods and services whenever necessary. 


Risk Sharing 


Another benefit made possible by the low transaction costs of financial institutions 
is that they can help reduce the exposure of investors to risk—that is, uncertainty 
about the returns investors will earn on assets. Financial intermediaries do this 
through the process known as risk sharing: They create and sell assets with risk 
characteristics that people are comfortable with, and the intermediaries then use 
the funds they acquire by selling these assets to purchase other assets that may 
have far more risk. Low transaction costs allow financial intermediaries to share risk 
at low cost, enabling them to earn a profit on the spread between the returns they 
earn on risky assets and the payments they make on the assets they have sold. This 
process of risk sharing is also sometimes referred to as asset transformation 
because, in a sense, risky assets are turned into safer assets for investors. 

Financial intermediaries also promote risk sharing by helping individuals to 
diversify and thereby lower the amount of risk to which they are exposed. 
Diversification entails investing in a collection (portfolio) of assets whose returns 
do not always move together, with the result that overall risk is lower than for indi- 
vidual assets. (Diversification is just another name for the old adage, “You shouldn’t 
put all your eggs in one basket.”) Low transaction costs allow financial intermediar- 
ies to do this by pooling a collection of assets into a new asset and then selling it to 
individuals. 
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Asymmetric Information: Adverse Selection 
and Moral Hazard 


The presence of transaction costs in financial markets explains, in part, why finan- 
cial intermediaries and indirect finance play such an important role in financial mar- 
kets. An additional reason is that in financial markets, one party often does not know 
enough about the other party to make accurate decisions. This ineguality is called 
asymmetric information. For example, a borrower who takes out a loan usually 
has better information about the potential returns and risks associated with the 
investment projects for which the funds are earmarked than the lender does. Lack 
of information creates problems in the financial system both before and after the 
transaction is entered into.! 

Adverse selection is the problem created by asymmetric information before 
the transaction occurs. Adverse selection in financial markets occurs when the 
potential borrowers who are the most likely to produce an undesirable (adverse) 
outcome—the bad credit risks—are the ones who most actively seek out a loan and 
are thus most likely to be selected. Because adverse selection makes it more likely 
that loans might be made to bad credit risks, lenders may decide not to make any 
loans even though good credit risks exist in the marketplace. 

To understand why adverse selection occurs, suppose that you have two aunts 
to whom you might make a loan—Aunt Louise and Aunt Sheila. Aunt Louise is a 
conservative type who borrows only when she has an investment she is quite sure 
will pay off. Aunt Sheila, by contrast, is an inveterate gambler who has just come 
across a get-rich-quick scheme that will make her a millionaire if she can just borrow 
$1,000 to invest in it. Unfortunately, as with most get-rich-quick schemes, the prob- 
ability is high that the investment won't pay off and that Aunt Sheila will lose the 
$1,000. 

Which of your aunts is more likely to call you to ask for a loan? Aunt Sheila, of 
course, because she has so much to gain if the investment pays off. You, however, 
would not want to make a loan to her because the probability is high that her invest- 
ment will turn sour and she will be unable to pay you back. 

If you knew both your aunts very well—that is, if your information were not 
asymmetric—you wouldn't have a problem because you would know that Aunt 
Sheila is a bad risk and so you would not lend to her. Suppose, though, that you 
don't know your aunts well. You are more likely to lend to Aunt Sheila than to Aunt 
Louise because Aunt Sheila would be hounding you for the loan. Because of the 
possibility of adverse selection, you might decide not to lend to either of your aunts, 
even though there are times when Aunt Louise, who is an excellent credit risk, 
might need a loan for a worthwhile investment. 

Moral hazard is the problem created by asymmetric information after the 
transaction occurs. Moral hazard in financial markets is the risk (hazard) that the 
borrower might engage in activities that are undesirable (immoral) from the lend- 
er's point of view because they make it less likely that the loan will be paid back. 
Because moral hazard lowers the probability that the loan will be repaid, lenders 
may decide that they would rather not make a loan. 

As an example of moral hazard, suppose that you made a $1,000 loan to another 
relative, Uncle Melvin, who needs the money to purchase a computer so that he can 


‘Asymmetric information and the adverse selection and moral hazard concepts are also crucial 
problems for the insurance industry. See Chapter 21. 
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set up a business typing students’ term papers. Once you have made the loan, how- 
ever, Uncle Melvin is more likely to slip off to the track and play the horses. If he 
bets on a 20-to-1 long shot and wins with your money, he is able to pay back your 
$1,000 and live high off the hog with the remaining $19,000. But if he loses, as is 
likely, you don’t get paid back, and all he has lost is his reputation as a reliable, 
upstanding uncle. Uncle Melvin therefore has an incentive to go to the track 
because his gains ($19,000) if he bets correctly are much greater than the cost to 
him (his reputation) if he bets incorrectly. If you knew what Uncle Melvin was up 
to, you would prevent him from going to the track, and he would not be able to 
increase the moral hazard. However, because it is hard for you to keep informed 
about his whereabouts—that is, because information is asymmetric—there is a 
good chance that Uncle Melvin will go to the track and you will not get paid back. 
The risk of moral hazard might therefore discourage you from making the $1,000 
loan to Uncle Melvin, even if you were sure that you would be paid back if he used 
it to set up his business. 

The problems created by adverse selection and moral hazard are significant 
impediments to well-functioning financial markets. Again, financial intermediaries 
can alleviate these problems. 

With financial intermediaries in the economy, small savers can provide their 
funds to the financial markets by lending these funds to a trustworthy intermediary— 
say, the Honest John Bank—which in turn lends the funds out either by making 
loans or by buying securities such as stocks or bonds. Successful financial interme- 
diaries have higher earnings on their investments than do small savers because they 
are better equipped than individuals to screen out bad credit risks from good ones, 
thereby reducing losses due to adverse selection. In addition, financial intermediar- 
ies have high earnings because they develop expertise in monitoring the parties they 
lend to, thus reducing losses due to moral hazard. The result is that financial inter- 
mediaries can afford to pay lender-savers interest or provide substantial services 
and still earn a profit. 

As we have seen, financial intermediaries play an important role in the economy 
because they provide liquidity services, promote risk sharing, and solve information 
problems, thereby allowing small savers and borrowers to benefit from the existence 
of financial markets. The success of financial intermediaries in performing this role is 
evidenced by the fact that most Americans invest their savings with them and obtain 
loans from them. Financial intermediaries play a key role in improving economic 
efficiency because they help financial markets channel funds from lender-savers to 
people with productive investment opportunities. Without a well-functioning set of 
financial intermediaries, it is very hard for an economy to reach its full potential. We 
will explore further the role of financial intermediaries in the economy in Parts 5 
and 6. 


Economies of Scope and Conflicts 
of Interest 


Another reason why financial intermediaries play such an important role in the 
economy is that by providing multiple financial services to their customers, such as 
offering them bank loans or selling their bonds for them, they can also achieve 
economies of scope; that is, they can lower the cost of information production for 
each service by applying one information resource to many different services. An 
investment bank, for example, can evaluate how good a credit risk a corporation is 
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when making a loan to the firm, which then helps the bank decide whether it would 
be easy to sell the bonds of this corporation to the public. 

Although the presence of economies of scope may substantially benefit financial 
institutions, it also creates potential costs in terms of conflicts of interest. 
Conflicts of interest are a type of moral hazard problem that arises when a person 
or institution has multiple objectives (interests) and, as a result, has conflicts 
between those objectives. Conflicts of interest are especially likely to occur when a 
financial institution provides multiple services. The potentially competing interests 
of those services may lead an individual or firm to conceal information or dissemi- 
nate misleading information. We care about conflicts of interest because a substan- 
tial reduction in the quality of information in financial markets increases asymmetric 
information problems and prevents financial markets from channeling funds into the 
most productive investment opportunities. Consequently, the financial markets and 
the economy become less efficient. We will discuss conflicts of interest in financial 
markets in more detail in Parts 3 and 6. 


Types of Financial Intermediaries 


We have seen why financial intermediaries have such an important function in the 
economy. Now we look at the principal financial intermediaries themselves and how 
they perform the intermediation function. They fall into three categories: depository 
institutions (banks), contractual savings institutions, and investment intermediar- 
ies. Table 2.1 provides a guide to the discussion of the financial intermediaries that 
fit into these three categories by describing their primary liabilities (sources of 
funds) and assets (uses of funds). The relative size of these intermediaries in the 
United States is indicated in Table 2.2, which lists the amounts of their assets at the 
end of 1990, 2000, 2010, and 2015. 


Depository Institutions 


Depository institutions (for simplicity, we refer to these as banks throughout this 
text) are financial intermediaries that accept deposits from individuals and institu- 
tions and make loans. These institutions include commercial banks and the so-called 
thrift institutions (thrifts): savings and loan associations, mutual savings banks, 
and credit unions. 


CommercialBanks These financial intermediaries raise funds primarily by issuing 
checkable deposits (deposits on which checks can be written), savings deposits 
(deposits that are payable on demand but do not allow their owner to write checks), 
and time deposits (deposits with fixed terms to maturity). They then use these funds 
to make commercial, consumer, and mortgage loans and to buy U.S. government 
securities and municipal bonds. Around 5,000 commercial banks are found in the 
United States, and as a group, they are the largest financial intermediary and have 
the most diversified portfolios (collections) of assets. 


Savings and Loan Associations (S&Ls) and Mutual Savings Banks These 
depository institutions, of which there are approximately 900, obtain funds primarily 
through savings deposits (often called shares) and time and checkable deposits. 
In the past, these institutions were constrained in their activities and mostly made 
mortgage loans for residential housing. Over time, these restrictions have been 
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TABLE 2.1 Primary Assets and Liabilities of Financial Intermediaries 


Primary Liabilities Primary Assets 
Type of Intermediary (Sources of Funds) (Uses of Funds) 


Depository institutions (banks) 


Commercial banks Deposits Business and consumer 
loans, mortgages, U.S. 
government securities, 
and municipal bonds 


Savings and loan Deposits Mortgages 
associations 

Mutual savings banks Deposits Mortgages 

Credit unions Deposits Consumer loans 


Contractual savings institutions 


Life insurance companies ^ Premiums from policies Corporate bonds and 
mortgages 
Fire and casualty Premiums from policies Municipal bonds, corporate 
insurance companies bonds and stock, and U.S. 
government securities 
Pension funds, Employer and employee Corporate bonds and stock 
government retirement contributions 
funds 


Investment intermediaries 


Finance companies Commercial paper, stocks, Consumer and business 
bonds loans 
Mutual funds Shares Stocks, bonds 
Money market mutual Shares Money market instruments 
funds 
Hedge funds Partnership participation Stocks, bonds, loans, 


foreign currencies, and 
many other assets 


loosened so the distinction between these depository institutions and commercial 
banks has blurred. These intermediaries have become more alike and are now more 
competitive with each other. 


Credit Unions These financial institutions, numbering about 7,000, are typically 
very small cooperative lending institutions organized around a particular group: 
union members, employees of a particular firm, and so forth. They acquire funds 
from deposits called shares and primarily make consumer loans. 


Contractual Savings Institutions 


Contractual savings institutions, such as insurance companies and pension funds, 
are financial intermediaries that acquire funds at periodic intervals on a contractual 
basis. Because they can predict with reasonable accuracy how much they will have 
to pay out in benefits in the coming years, they do not have to worry as much as 
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TABLE 2.2 Principal Financial Intermediaries and Value of Their Assets 


Value of Assets ($ billions, end of year) 


Type of Intermediary 1990 2000 2010 2015 
Depository institutions (banks) 
Commercial banks, savings and loans, 4,779 7,687 15,580 17,368 
and mutual savings banks 
Credit unions 215 441 912 1,146 
Contractual savings institutions 
Life insurance companies 1,367 3,136 5,176 6,350 
Fire and casualty insurance companies 533 862 1,242 1,591 
Pension funds (private) 1,629 4,355 4,527 8,517 
State and local government retirement 737 2,293 2,661 5,641 
funds 


Investment intermediaries 


Finance companies 610 1,140 1,439 1,474 
Mutual funds 654 4,435 7,935 12,843 
Money market mutual funds 498 1,812 2,755 2,116 


Source: Federal Reserve Flow of Funds Accounts: https://www.federalreserve.gov/releases/z1/current/data.htm, 
Tables L110, L114, L115, L116, L118, L120, L121, L122, L127. 


depository institutions about losing funds quickly. As a result, the liquidity of assets 
is not as important a consideration for them as it is for depository institutions, and 
they tend to invest their funds primarily in long-term securities such as corporate 
bonds, stocks, and mortgages. 


Life Insurance Companies Life insurance companies insure people against 
financial hazards following a death and sell annuities (annual income payments upon 
retirement). They acquire funds from the premiums that people pay to keep their 
policies in force and use them mainly to buy corporate bonds and mortgages. They 
also purchase stocks but are restricted in the amount that they can hold. Currently, 
with $6.4 trillion in assets, they are among the largest of the contractual savings 
institutions. 


Fire and Casualty Insurance Companies These companies insure their 
policyholders against loss from theft, fire, and accidents. They are very much like life 
insurance companies, receiving funds through premiums for their policies, but they 
have a greater possibility of loss of funds if major disasters occur. For this reason, 
they use their funds to buy more liquid assets than life insurance companies do. 
Their largest holding of assets consists of municipal bonds; they also hold corporate 
bonds and stocks and U.S. government securities. 


Pension Funds and Government Retirement Funds Private pension funds and 
state and local retirement funds provide retirement income in the form of annuities to 
employees who are covered by a pension plan. Funds are acquired by contributions 
from employers and from employees, who either have a contribution automatically 
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deducted from their paychecks or contribute voluntarily. The largest asset holdings 
of pension funds are corporate bonds and stocks. The establishment of pension funds 
has been actively encouraged by the federal government, both through legislation 
requiring pension plans and through tax incentives to encourage contributions. 


Investment Intermediaries 


This category of financial intermediaries includes finance companies, mutual funds, 
money market mutual funds, and investment banks. 


Finance Companies Finance companies raise funds by selling commercial paper 
(a short-term debt instrument) and by issuing stocks and bonds. They lend these 
funds to consumers (who make purchases of such items as furniture, automobiles, 
and home improvements) and to small businesses. Some finance companies are 
organized by a parent corporation to help sell its product. For example, Ford Motor 
Credit Company makes loans to consumers who purchase Ford automobiles. 


Mutual Funds These financial intermediaries acquire funds by selling shares to 
many individuals and use the proceeds to purchase diversified portfolios of stocks 
and bonds. Mutual funds allow shareholders to pool their resources so that they 
can take advantage of lower transaction costs when buying large blocks of stocks 
or bonds. In addition, mutual funds allow shareholders to hold more diversified 
portfolios than they otherwise would. Shareholders can sell (redeem) shares at any 
time, but the value of these shares will be determined by the value of the mutual 
fund's holdings of securities. Because these fluctuate greatly, the value of mutual 
fund shares does, too; therefore, investments in mutual funds can be risky. 


Money Market MutualFunds These financial institutions have the characteristics 
of a mutual fund but also function to some extent as a depository institution because 
they offer deposit-type accounts. Like most mutual funds, they sell shares to acquire 
funds that are then used to buy money market instruments that are both safe and 
very liquid. The interest on these assets is paid out to the shareholders. 

A key feature of these funds is that shareholders can write checks against the 
value of their shareholdings. In effect, shares in a money market mutual fund func- 
tion like checking account deposits that pay interest. Money market mutual funds 
have experienced extraordinary growth since 1971, when they first appeared. By 
the end of 2015, their assets had climbed to nearly $2.7 trillion. 


Hedge Funds Hedge funds are a type of mutual fund with special characteristics. 
Hedge funds are organized as limited partnerships with minimum investments 
ranging from $100,000 to, more typically, $1 million or more. These limitations mean 
that hedge funds are subject to much weaker regulation than other mutual funds. 
Hedge funds invest in many types of assets, with some specializing in stocks, others 
in bonds, others in foreign currencies, and still others in far more exotic assets. 


Investment Banks Despite its name, an investment bank is not a bank or a 
financial intermediary in the ordinary sense; that is, it does not take in deposits and 
then lend them out. Instead, an investment bank is a different type of intermediary 
that helps a corporation issue securities. First it advises the corporation on which 
type of securities to issue (stocks or bonds); then it helps sell (underwrite) the 
securities by purchasing them from the corporation at a predetermined price and 


